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January 26. 1998

The Honorable William Kennard
Chairman

Federal Communications Commission
1919 M Street. N W.

Room 814

Washington. D.C. 20554

Dear Chairman Kennard:

Today. WorldCom and MCI file their joint reply to comments concerning our merger. As those

comments and our earlier submissions demonstrate. the MCI WorldCom merger is definitely in the
public 1nterast.

On one issue. however. we want to add our personal voices. Some have questioned MCI
WorldCom's residential strategy.

MCI WorldCom intends to be the leading local service competitor for both residential and

business customers of all sizes across the country. Indeed. local market entry is a driving force
behind our merger.

Our investment has -- and will -- tollow that intent. Each company has already invested billions
of dollars to enter local telephone markets. Simple business logic explains why. MCI WorldCom
will have an established base of residenual and business customers. the marketing and
product-development expertise to reach those customers. and the local facilities that will be used
most efficiently by carrying residential night and weekend traffic along with business traffic.

But investment will flow and intent can be fulfilled only where real business opportunities exist.
Thus far. achieving the goal of local competition has proven extremely painstaking and difficult
because of delay. litigation and the obstructionist tactics of incumbents. Early approval of the MCI
WorldCom merger -- and careful and vigilant enforcement of the Telecommunications Act -- are

-



vital steps to bringing competitive choice in local phone service to residential and business
customers.

Sincerely.

Bernard J. Ebbers Bert C. Roberts. Jr.

President and CEO Chairman

WorldCom. Inc. MCI Communications Corporation
cc: Commissioner Susan Ness

Commissioner Harold W' Furchtgott-Roth
Commissioner Michael K. Powell
Commissioner Gloria Tristani
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, DC 20554

In the Matter of
AFFIDAVIT OF

Applications of ‘WorldCom, Inc. for SUNIT PATEL
Trangfers of Control of MCI
Communications Corporation CC Docket No. 97-211

STATE OF MISSISSIPPI, )

) 88.:
COUNTY OF HINDS, )
1. My name is Sunit Patel. I am the Treasurex

of WorldCom, Inc. ("WorldCom").

2. I participated in the preparation of
WorldCom's estimates of achievable cost savings that are
expected to result from its proposed merger with MCI Commu-
nications Corxporation ("MCI"). Those cost savings are set
forth at pp. 40-43 of Amendwent No. 3 to WorldCom’s SEC
Form S-4, filed with the SEC on January 22, 1998, and
attached as an Exhibit to the Joint Reply filed by WorldCom
and MCI with the Federal Communications Commission on
January 26, 1998. The cost savings estimates were prepared
jointly by a team of WorldCom and MCI engineers and
analysts. They are estimates, but WorldCom believes that
they are, on the whole, achievable. WorldCom also believes
that they are reasonable when compared to the combined

company's revenues and operating expenses.



3. To calculate the projected cost savings
resulting from WorldCom's proposed merger with MCI (the
"proposed merger”"), WorldCom estimated the projected costs
WorldCom and MCI would incur on a stand alone basis, and the
proportion of those costs that could be reduced by combining
the businesses of the two companies.

4. When eptimating those projected savings,
WorldCom relied on its experience in the telecommunications
business and its experience with acquiring other companies.
WorldCom has met or exceeded its projected cost savings
estimates when acquiring companies in the past.® WorldCom
anticipates that it will similarly meet its projected cost
savings estimates after its merger with MCI.

5. WorldCom devoted considerable %ffort to devel-
oping its synergy estimates. Although it would be
imposseible in this affidavit to replicate all of that work,
I will desoribe three specific examples of WorldCom's esti-
matea of certain cost savings arising from the proposed
merger: reduced domestic network costs, avoided costs in
MCI's local activities and reduced local capital expendi-
tures. For reasons of cenfidentiality, I will not discuss
specific detailed dollar amounts. This affidavit is not

intended to be an exhaustive or comprehensive analysis of

1 For example, WorldCom substantially exceeded its
projected cost savings estimates after acquixing MFS
Communications Company, Inc. on December 31, 1996.



all the savings that WorldCom and MCI can achieve as a
result of the proposed merger and does not attempt to set
forth any revenue enhancements that might result from the

merger.

I. DOMESTIC NETWORK COST SAVINGS

6. Domestic network costs include fixed line
costs and variable line costs. For fixed line costs,
WorldCom and.MCI pay a set monthly fee for access on another
company’s network. For variable line costs, WorldCom and

MCI pay a fee on a metered, per-minute or per-call basis.

A. Pixed Line Costs
Four types of fixed line costa are involved:
offnet coste, dedicated access line and local loop line
costs, entrance facility costs and direct end office
tTunking costs.

a. fn Cos

7. WorldCom and MCI incur offnet line costs when
they lease a line from each other or another interxexchange
carrier to provide services off their respective networks.
For example, WorldCom leasee a line from MCI to provide
service for its customers between Dallas and E1 Paso, Texas.
The menthly fee paid to lease that line is recorded as an
offnet cost.

8. The S-4 estimates were based in part on

WorldCom’s anticipation that it will be able to reduce its



projected offnet costs after the werger by moving its offnet
capacity that is on the long distance networks of other
carriers to MCI’s long distance network. WorldCom currently
has a portion of its offnet capacity on MCI‘s long digtance
network. After the proposed merger, WorldCom expects to be
able to move an additional portion of its offnet capacity to
MCI’s faoilities by 1999 ‘and a significant portion by 2001.

| 9. The S-4 estimates were also based in part on
WorldCom’s anticipation that MCI will be able to reduce its
projected offnet costs after the merger by moving its offnet
capacity that is on the long distance networks of other
caxriers to WorldCom’s long distance network. MCI currently
has a portion of its offnet capacity on WorldCom's long
distance network. Within the first few years after the
proposed merger, WorldCom anticipates that MCI will be able
to move more of its offnet capacity to WorldCom‘’s facil-
ities. As WorldCom expands its long distance metwork
through new builds, WorldCom anticipates that MCI would move
a significant amount of its offnet capacity to WorldCom’s

network by 2001.

b.  DAL/LL Cegts

10. WorldCom and MCI incur dedicated access line
(*DAL”) costs and local loop ("LL”) line costs when they
lease a line from a local exchange carrier. A DAL typically

connects an end user to an IXC’s switch. Such a DAL allows



the long distance customer to by-pass the LEC’s switched

. netwoxrk when the customef receives or places a call.
WorldCom leases such a line if it can provide that long
distance customer better rates by incurring the DAL cost
than it could by routing the customer’s long distance calls
through the LEC’s local switched network. Similarly, a
local loop provides a non-switched connection between an IXC
and an end user. When WorldCom provides a customer with a
private line batween different cities, it leases a local
loop from a LBC at either end of the private line to com-

. plete the non-switched connection between the end users.
The cost of leasing such lines is recorded as DAL and LL
costs, respectively.

11. WorldCom and MCI incur direct end office
trunking (“DEOT”) costs when they lease a line from a LEC
that connects WorldCom’s and MCI's respective POPs with a
LRC's end office (a “DEOT route~). If WorldCom and MCI do
not lease a DEOT route, then a call on their respective
networkse enters the LEC’s network through the LEC’s serving
wire center and ig routed to the LEC’s tandem switches.
Bach tandem switch is connected to geveral end offices that
are in turn connected by copper wires to end users. The
call is routed from the tandem switch to the appropriate
end office and then to its ultimate destination. MCI and
WorldCom must pay the LEC a per-minute or per-call fee to

carry their respective traffic from the LEC’s serving wire



center to the LEC’s end offices. That per-minute or per-
call fee is recorded as a subpart of their respective
switched access costs. In contrast, the DEOT route goes
directly from the IXC’s POP to the LEC’s end office. The

' DEOT cost is a fixed, monthly fee. Thus, WorldCom and MCI
lease a DEOT route when the volume of traffic routed through
a particular LEC end office is high enough that the DEOT
cost is less than the switched access cogt that would be
incurred without the leased DEOT route. The monthly fee
that each company pays to lease a DEOT route is recorded as
a subpart of its respective DAL/LL costs.

12. The 8-4 estimates were based in part on
WorldCom’s anticipation that MCI will be able to reduce its
projected DAL and LL costs after the merger by moving its
DAL and LL capacity that is presently on the local networks
of other carriers to WorldCom’s and Brooks Fiber‘’s local
networke. After the merger, WorldCom’sg and Brooks Fiber’s
networks could provide significantly more of MCI's DAL and
LL capacity than they are currently providing. BAs WorldCom
expands its local networks through new builds, WorldCom

could provide even more of that capacity by the year 2002.



c. t e F. itjes

13. WorldCom and MCI incur entrance facilities
costs when they lease a line from a LEC that connects the
LEC’s serving wire center with WorldCom’s and MCI’s respec-
tive points of presence (*POP*). The monthly fee that
WorldCom and MCI pay to lease lines between a LEC’s serving
wire center and WorldCom’s and MCI’s respective POPs is
recorded as an entrance facilities cost.

14. The S-4 estimates were based in part on the
assumption that MCI will be able to reduce its projected
entrance facilities costs after the merger by moving its
entrance facilities capacity that is on the local networke
of other carriers to WorldCom’s and Brooks Fiber’s local
networks. After the merger, WorldCom’s local network could
provide a significant portion of MCI’'s entrance facility
- capacity. BAs WorldCom and Brooks Fiber expand their local
networks, WorldCom could provide even more of MCI’s entrance

facility capacity by 2002,

B. v le_Line te
15. Six types of variable line costs are
involved: switched access costs, in-WATS costs, domestic
WATS costs, non-contiguous WATS costa, directory assistance

costs and debit card costs.



a. Switched Access Copts

16. WorldCom and MCI incur switched access costs
when they use the local switched network of a LEC to origi-
nate or terminate a long dietance call. Unlike DAL costs
and LL costs, switched access costa are incurred on a per-
minute or per-call basis. For example, if a Washington,
D.C. customer is connected through a DAL to WoxldCom’s POP,
WorldCom pays a monthly fee to a LEC in Washington, D.C. for
the DAL. If that customer makes a call to Los Angeles,
California, WorldCom pays a per-minute or per-call fee to a
LEC to complete the call through the LEC’s8 local switched
network in Los Angelea. Such a call weuld enter the LEC‘s
network at its serving wire center and then pass through the
LEC’s tandem switches and the appropriate end office before
reaching its final destination. The per-minute or per-call
fee for accessing the LEC’s switched network is recorded as
a pwitched accees cost. As described above, WorldCom and
MCI reduce their switched accesa costs when they lease a
DEOT route.

17. The S-4 estimates were based in part on
WorldCom’s anticipation that it will be able to reduce its
projected switched access costs after the proposed merger by
moving its switched access capacity that is on the local
networks of other carriers to MCI’s DEOT routes. WorldCom
is projected to lease DEOT routes for a portion of its local

network traffic carried by LECs. MCI leases significantly



.mnre DEOT routes than WorldCom. After the meréer, WorldCom
anticipates that it could take advantage of MCI’s DEOT
routes and move a significant amount of its local network
traffic onto MCI‘s routes.

18. The $-4 estimates were also based in part on
WorldCom‘s anticipation that MCI will be able to reduce its
projected switched access costs after the proposed merger by
moving its switched access capacity that is on the local
networks of other carriers to WorldCom’s and Brooks Fiber's

local networks.

b. In- o

1. WorldCom and MCI incur In~-WATS costs when
calls originate on another IXC's network and are delivered
to WorldCom’s or MCI's respective networks. The originating
IXC bills MCI or WorldCom fox such calls. WorldCom and MCI
incur In-WATS costs when the call originates off their
respective networks within the continental United States,
Alaska, Canada, Hawali, Puerto Rico or the Virgin Islands.
FPor example, if an end user places an 800" call in Canada
to a WorldCom customer, WorldCom pays a per-minute or per-
call fee to the IXC in Canada to deliver the *800" call to
WorldCom’s network. The per-minute or per-call fee paid by
WorldCom to the originating IXC is recorded as an In-WATS

cost.



20. The S-4 estimates were based in part on
WorldCom’s anticipation that it and MCI will be able to
reduce their projected In-WATS costs after the merger by
optimizing rtheir In-WATS rates with other long distance
carriers and by taking advantage of MCI‘s additional facil-
ities and relationships with other carriers. Moreover, the
combined company could achieve an additional reduction in
In-WATS costs by taking advantage of its gresater purchasing

poweY and negotiating lower rates.

c. Domsstic WATS Cogts

21. WorldCom and MCI incur domestic WATS costs
when they pay each other or another IXC to terminate a call
within the continental United States. IXCs incuxr domestic
WATS costs when they have overflow traffic. The per-minute
or per-call fee paid by the originating IXC to the
terminating IXC is recorded as a domestic WATS cost.

22. The $-4 estimates were based in part on
WorldCom’s anticipation that it and MCI will be able to
reduce their projected domestic WATS costs after the merger
by optimizing their domestic WATS rates with other long

distance carriers.

d. - ) 8 VAT
23. WorldCom and MCI incur non-contiguous WATS
costs when they pay another IXC to terminate a call within

Alaska, Canada, Hawaii, Puerto Rico or the Virgin Islands.

_10_



Non—contiéuous WATS costs are thus the same as domestic WATS
costs, axcept for the area in which the call is terminated.
24. The S-4 estimates were based in part on
WorldCom’s anticipation that it and MCI will be able to
reduce their projected non-contiguous WATS costs after the
merger by optimizing their non-contiguous WATS rates with
other long distance carriers and hy taking advantage of
MCI‘'s additional facilities and relationships with other
carriers. Moreover, the combined company could achieve an
additional reduétion in its non-coentiguous WATé costs by
taking advantage of its greater purchasing power and

negotiating lower rates.

e. Direc igta (& s

25. WworldCom and MCI ipcur directory assistance
costa when they pay LECs for providing directory assistance
services to their respective long distance custcmers. For
example, {if a New York City customer of WorldCom calls
directory assistance in ﬁaahingtou, D.C., by dialing “1-202-
555-1212%, WorldCom pays a LEC in Washington, D.C. a per
call fee for providing the directory assistance service.
That fee is recorded as a directory assistance cost.

26. The S-4 estimates were based in part on
WorldCom’s anticiparion that it and MCI will be able to
reduce their projected directory assistance costs after the
merger by optimizing their directoxry assistance rates with

- 11 -



LECs. The combined company could achieve those savings by
taking advantage of its greater purchasing power and negoti-

ating a reduction in its current directory assistance rates.

f. Debit Card Costs

27. WorldCom incurs debit card costs when it paysa
a third-party vendor a per-minute or per-call fee to process
calls made on its debit cards. For example, when a customer
places a call using a WorldCom debit card, the call goes
through a third-party vendor which tracks the call and
records the debit. WorldCom pays that vendor a fee for each
call. 7The fee ig recorded as a debit card cost.

28. The S-4 egtimates were based in part on
WorldCom’s anticipation that it and MCI will be able ro
reduce their projected debit card costs after the proposed
wmerger. WorldCom could achieve thoge savings by moving its
debit card services to MCI’s debit card platform. Where MCI
usea a third-party vendor to process some of its debit card
services, WorldCom anticipates that the combined company
could also achieve debit card savings by taking advantage of
its greater purchasing power and negotiating lower rates for

outeide vendor resources.

II. AVOIDED COSTS IN MCI's LOCAL ACTIVITIES
23. MCI incurs both SG&A costs and line costs
when it offers local sexvices to its customeras. MCI pro-

vides local services by using its own local networks and by

- 12 -



reselling the services of cther LECs (such as the RBOCs) in
areas where it does not own local networks. MCI’s local
services business operated at a loss in 1997 and is
projected to operate at a loss in 1998.

30. The S-4 estimates were based in part on
WorldCom’s anticipation that the combined company will be
able to expand MCI’'s local services more efficiently than
MCI would be able to do So on a stand-alone basis, for two
reasons. PFirst, the combined company will be able to reduce
ite SG&A costs for local services. Those savings will
result from reductiong in administrative costs in areas
where each company owns its own local networks. econd,
after the proposed merger, the combined company will uae the
combined local networks to the fullest extent possible to
ﬁrovﬁde local sexrvices to customers who would otherwise have
been serviced through a LEC's facilities. By relying on
WorldCom’s local networks, the combined company will reduce
ite costs for its local services and thus improve its profit
margins for those services. The combined company will
experience greater cost savings and better profit margins
over time as the revenue from its local services increases
and it utilizes its own local facilities to a greater

extent.



IIT. LOCAL CAPITAL EXPENDITURE SAVINGS

31. MCY incurs capital expenses when it expands
its local netwbrks within ecities where it already offers
local services and builds local networks in new cities where
it does not offer such services. The S-4 estimates were
based on WorldCom’s anticipation that the merger will reduce
the combined company’s projected local capital expenditure
budget primarily by reducing duplication and by creating

greater purchasing efficienciea.

I hereby swear, under penalty of perjury, that the
foregoing is true and correct, to the best of my knowledge

and belief.

P

Sunit Patel

Sworn to before me thls

Cﬁ ) day of March 1998.
\lﬁmﬂd

Notary Publlic

Notzey Public State of Mx.snssuap—L Lerge
Fty Commiaslon Expiras: Octlaber S, 1559
BONDED THARU REIDEN-MARCHETTI, ING.
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l QUALIFICATIONS AND BACKGROUND

1. |, Dennis W. Carlton, am Professor of Business Economics at the Graduate
School of Business of The University of Chicago. | received my B.A. in Applied Mathematics
and Economics from Harvard University and my M.S. in Operations Research and Ph.D. in
Economics from the Massachusetts Institute of Technology. | have served on the faculties of
the Law School and the Department of Economics at The University of Chicago and the
Department of Economics at the Massachusetts Institute of Technology. | specialize in the
economics of industrial organization, which is the study of individual markets and includes the
study of antitrust and regulatory issues. | am co-author of the book Modern Industrial Organiza-
tion, a leading text in the field of industrial organization, and | also have published numerous
articles in academic journals and books. In addition, | am Co-Editor of the Journal of Law and
Economics, a leading journal that publishes research applying economic analysis to industrial
organization and legal matters. | have served as an Associate Editor of the International
Journal of Industrial Qrganization and Regional Science and Urban Studies, and have served
on the Editorial Board of |nteliectual Property Fraud Reporter. A copy of my curriculum vitae is
attached as Appendix 1 to this affidavit.

2. In addition to my academic experience, | am President of Lexecon Inc., an
economics consulting firm that specializes in the application of economic analysis to legal and
regulatory issues. | have served as an expert witness before various state and federal courts,
and | have provided expert witness testimony before the U. S. Congress and a variety of state
and federal regulatory agencies. | also have served as a consultant to the Department of
Justice on the Merger Guidelines of the Department of Justice and Federal Trade Commission,
as a general consultant to the Department of Justice on antitrust matters, and as an advisor to
the Bureau of the Census on the collection and interpretation of economic data. | have also

provided testimony on telecommunications matters before Congress, Federal Courts, state
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agencies and the F.C.C. and have published academic articles on telecommunications issues.

3. |, Hal S. Sider, am a Senior Economist and Principal of Lexecon Inc. | received
a B.A. in Economics from the University of lllinois in 1976 and a Ph.D. in Economics from the
University of Wisconsin (Madison) in 1980. | have been with Lexecon since 1985, having
previously worked in several government positions. | specialize in applied microeconomic
analysis and have performed a wide variety of economic and econometric studies relating to
industrial organization, antitrust and merger analysis. | have published a number of articles in
professional economics journals on a variety of economic topics and have testified as an
economic expert on matters relating to industrial organization, antitrust, labor economics and
damages. In addition, | have directed several studies of competition in telecommunications
industries and have testified as an expert on telecommunications matters. | have also
published an academic article (with Kenneth Arrow and Dennis Carlton) on telecommunications
issues.

4. On January 25, 1988, we submitted a Declaration to the Federal Communica-
tions Commission that evaluated competitive conditions in the provision of local exchange
service, long distance service and Internet services and assessed the likelihood that the
proposed merger between WorldCom and MCI will adversely affect competition in the provision
of these services." We have also filed responses to GTE's comments to the New York State

Public Service Commission and the Florida Public Service Commission regarding the competi-

tive impact of the proposed transaction.

1. Dennis W. Carlton and Hal S. Sider, Declaration, in the Matter of Applications of
WorldCom, Inc. for Transfers of Controf of MCI Communications Corporation before the

Federal Communications Commission, CC Docket NO. 97-211, January 25, 1998
(hereafter, Carlton/Sider).
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5. We have been asked by counsel for WorldCom and MCI to evaluate and to
respond to the Long Distance Affidavit of Robert G. Harris and the Internet Affidavit of Robert
G. Harris, both filed on behalf of GTE on March 13, 1998 as well as the Affidavit of Richard
Schmalensee and William Taylor on behalf of GTE, aiso filed on March 13, 1998.2 This
testimony highlights a few of the more significant problems in the analysis presented by Prof.
Harris, Prof. Schmalensee and Dr. Taylor. While it is not possible to evaluate all of the claims
made in these affidavits in the limited time available to prepare a response, our analysis
indicates that GTE's economists have misinterpreted several key aspects of the telecommu-
nications industry that bear on the potential impact of the proposed transaction on competition.

6. We focus below on the following issues raised by GTE's experts: (i) claims that
there are high entry barriers in provision of telecommunications services; (ii) claims that new
entrants are not competitively significant and will not constrain wholesale prices following the
transaction; (iii) claims that the proposed transaction will significantly limit the competitive
alternatives available to wholesale customers; (iv) the economic significance of market share
and market concentration measures presented by GTE's economists; (v) claims that MCI
WorldCom will have significantly reduced incentives to serve wholesale customers; (vi) claims
that the stock market performance of telecommunication companies in recent months indicates
that the proposed transaction is anticompetitive; (vii) claims that WorldCom has exaggerated
estimates of cost savings resulting from the proposed transaction; and (viii) claims that the
proposed transaction will have significant anticompetitive consequences with respect to the
provision of Internet backbone services. We also briefly address two instances in which GTE's

economists have significantly misquoted and/or mischaracterized our prior testimony.®

2. Hereafter, these are affidavits are respectively referred to as Harris LD; Harris Internet;
and Schmalensee/Taylor.

3. Claims relating to the trends in interexchange pricing are addressed in the Declaration of
(continued...)



